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October 1, 1999

Accompanying this letter is an exposure draft, approved by the Auditing Standards
Board (ASB), of a proposed Statement on Auditing Standards (SAS) titled Amendments
to Statement on Auditing Standards No. 61, Communication With Audit Committees, and
Statement on Auditing Standards No. 71, Interim Financial Information.
The attached summary provides an explanation of why the ASB is issuing this exposure
draft, what it does, and how it affects existing standards.
Comments or suggestions on any aspect of this exposure draft will be welcomed. To
facilitate the ASB's consideration of responses, comments should refer to specific
paragraphs and include supporting reasons for each suggestion or comment.
In developing guidance, the ASB considers the relationship between the cost imposed
and the benefits reasonably expected to be derived from audits. It also considers the
differences the auditor may encounter in the audit of financial statements of small
businesses and, when appropriate, makes special provisions to meet those needs.
Therefore, the ASB would particularly appreciate comments on those matters.
Written comments on the exposure draft will become part of the public record of the
AICPA and will be available for public inspection at the offices of the AICPA after
December 31, 1999, for one year. Responses should be sent to Sherry Boothe, Audit
and Attest Standards, File 2280, AICPA, 1211 Avenue of the Americas, New York, NY
10036-8775 in time to be received by November 30, 1999. Responses also may be sent
by electronic mail via the Internet to sboothe@aicpa.org.
Sincerely,

Deborah D. Lambert
Chair
Auditing Standards Board

Thomas Ray
Director
Audit and Attest Standards
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SUMMARY
WHY ISSUED
On September 28, 1998, Securities and Exchange Commission (SEC) Chairman Arthur
Levitt, Jr., expressed significant concern about the quality of financial reporting in
corporate America.
Chairman Levitt described the problem as one that must be addressed by the entire
financial community rather than the government alone and called for several actions,
including the formation of a blue ribbon panel to develop recommendations to improve
audit committee performance. The panel was formed and named the Blue Ribbon
Committee on Improving the Effectiveness of Corporate Audit Committees (BRC).
In February 1999, the BRC issued Report and Recommendations of the Blue Ribbon
Committee on Improving the Effectiveness of Corporate Audit Committees. The report
includes ten recommendations for strengthening the independence of the audit
committee and making it more effective. Two of the recommendations (numbers 8 and
10) suggest changes to generally accepted auditing standards (GAAS).
As a result of the BRC's recommendations, and in conjunction with actions expected to
be taken by the New York Stock Exchange, the National Association of Security Dealers,
and the SEC, in a collaborative effort to improve audit committee effectiveness, the ASB
believes that the proposed amendments to Statement on Auditing Standards (SAS) No.
61, Communication With Audit Committees (AICPA, Professional Standards, vol. 1, AU
sec. 380), and SAS No. 71, Interim Financial Information (AICPA, Professional
Standards, vol. 1, AU sec. 722), are responsive to the BRC's recommended changes to
GAAS.
The ASB supports increasing the dialogue on the matters noted in the amendments to
SAS Nos. 61 and 71. However, the effectiveness of this proposal is dependent on the
willingness of all parties to engage in the discussion and act on the implications.
This document responds to only those recommendations that suggest changes to
GAAS. The ASB encourages practitioners to read the BRC's report and
recommendations in its entirety. Copies are available online at www.nyse.com and
www.nasd.com.

WHAT IT DOES

Part 1
Communication

With Audit

Committees

Recommendation number 8 of the BRC is as follows:
The Committee recommends that Generally Accepted Auditing Standards
require that a company's outside auditor discuss with the audit committee
the auditor's judgments about the quality, not just the acceptability, of the
company's accounting principles as applied in its financial reporting; the
discussion should include such issues as the clarity of the company's
financial disclosures and degree of aggressiveness or conservatism of
the company's accounting principles and underlying estimates and other
significant decisions made by management in preparing the financial
disclosure and reviewed by the outside auditors. This requirement should
be written in a way to encourage open, frank discussion and to avoid
boilerplate.
The SEC is expected to issue in early October 1999 a proposed rule that, among other
things, requires registrants to include in certain filings with the SEC a letter from the
audit committee disclosing, among other things, that the company's outside auditors
have discussed with the audit committee the outside auditors' judgments of the quality of
the accounting principles as applied and significant judgments affecting the company's
financial statements.
In response to this recommendation and the SEC's proposed rule, the ASB proposes an
amendment of SAS No. 61 (AU sec. 380.03) and the addition of a new paragraph to
SAS No. 61 (AU sec. 380.11). This proposed amendment will—
•

Require that the auditor discuss certain information relating to the auditor's
judgments about the quality, not just the acceptability, of the company's accounting
principles with the audit committees of SEC clients. At this time, the ASB believes
that it is appropriate to limit this requirement to audit committees of SEC clients. The
ASB recognizes that application of this requirement to non-SEC organizations that
have audit committees may not be meaningful and cost-effective at this time.

•

Require the discussion to include such matters as the consistency of application of
the entity's accounting policies and the clarity, consistency, and completeness of the
entity's accounting information contained in the financial statements and related
disclosures. The discussion is also to include certain items that have a significant
impact on the representational faithfulness, verifiability, neutrality, and consistency of
the accounting information included in the financial statements. Although objective
criteria have not been developed to aid in the consistent evaluation of the quality of
an entity's accounting measurements and disclosures, the ASB believes that the
auditor, management, and the audit committee can still have an open and frank
discussion of these issues as envisioned by the BRC.
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•

Encourage a three-way discussion among the auditor, management, and the audit
committee. The ASB believes it is appropriate for management to play an active role
in this discussion because management is primarily responsible for establishing an
entity's financial reporting practices within the framework established by generally
accepted accounting principles.

•

Prohibit auditors from communicating in writing the auditor's judgments. This will also
help facilitate the open and frank discussion referred to in the second item in this list.

•

Introduce documentation requirements regarding the discussion to include that the
discussion had taken place, the date of the discussion, and the participants.

The ASB realizes that some of the terminology used in this proposal differs from that of
the BRC, specifically with respect to the terms degree of aggressiveness or
conservatism. The ASB believes that these terms are subjective and would lead to
interpretation, whereas the wording used in this proposal is based in the current
accounting literature.
Part 2
Interim Financial

Information

Recommendation number 10 of the BRC is as follows:
The Committee recommends that the SEC require that a reporting
company's outside auditor conduct a SAS 71, Interim Financial
Information, prior to the company's filing of its form 10-Q.
The Committee further recommends that SAS 71 be amended to require
that a reporting company's outside auditor discuss with the audit
committee, or at least its chairman, and a representative of financial
management, in person, or by telephone conference call, the matters
described in AU Section 380, Communication With Audit Committees,
prior to the filing of the Form 10-Q (and preferably prior to any public
announcement of financial results), including significant adjustments,
management judgments and accounting estimates, significant new
accounting policies and disagreements with management.
The first paragraph of this recommendation is directed to the SEC and therefore out of
the ASB's scope. The SEC is expected to issue in early October 1999 a proposed rule
that, among other things, requires certain registrants to engage their outside auditors to
conduct a SAS No. 71 review of interim financial information prior to the company's filing
of its quarterly Form 10-Q.
In response to the second paragraph of the recommendation, the ASB proposes an
amendment of SAS No. 71 (AU sec. 722.25) and the addition of a new paragraph to
SAS No. 71 (AU sec. 722.26). This amendment will—
•

Clarify that the accountant should communicate to the audit committee or be
satisfied, through discussions with the audit committee, that matters described in
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SAS No. 61 have been communicated to the audit committee by the management
when they have been identified in the conduct of interim financial reporting.
•

Require the accountant of an SEC client to attempt to discuss with the audit
committee the matters described in SAS No. 61 prior to the filing of the Form 10-Q
or, if applicable, prior to a public announcement of interim information.

It is important to note that the objective of a review of interim financial information differs
significantly from that of an audit of financial statements. The objective of an audit is to
provide a reasonable basis for expressing an opinion regarding the financial statements.
A review of interim financial information does not provide a basis for the expression of
such an opinion because the review does not contemplate (a) tests of accounting
records through inspection, observation, or confirmation; (b) obtaining corroborating
evidential matter in response to inquiries; or (c) the application of certain other
procedures ordinarily performed during an audit. A review may bring to the accountant's
attention significant matters affecting the interim financial information, but it does not
provide assurance that the accountant will become aware of all significant matters that
would be disclosed in an audit.
HOW IT AFFECTS EXISTING STANDARDS
Part 1 of this amendment would amend—
•

SAS No. 61.

Part 2 of this amendment would amend—
•

SAS No. 71.
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PROPOSED STATEMENT ON AUDITING STANDARDS
AMENDMENTS TO STATEMENT ON AUDITING STANDARDS NO. 6 1 ,
COMMUNICATION WITH AUDIT COMMITTEES, AND STATEMENT ON
AUDITING STANDARDS NO. 7 1 , INTERIM FINANCIAL
INFORMATION
Part 1
Amendment to Statement on Auditing Standards No. 61, Communication With
Audit Committees (AICPA, Professional Standards, vol. 1, AU sec. 380)
1. This amendment revises SAS No. 61 (AU sec. 380.03) and adds a new paragraph to
SAS No. 61 (AU sec. 380.11) to reflect recommendation number 8 of the Blue Ribbon
Committee on Improving the Effectiveness of Corporate Audit Committees. It requires
auditors of Securities and Exchange Commission (SEC) clients to discuss with audit
committees the auditor's judgments about the quality, and not just the acceptability, of
the company's accounting principles and underlying estimates in its financial statements.
The new language is shown in boldface italics. [AU sec. 380.11—.15 is renumbered
380.12-.16.]
.03 The communications may be oral or written, with the
exception of the communications noted in paragraph 11. If
information is communicated orally, the auditor should document the
communication by appropriate memoranda or notations in the working
papers. When the auditor communicates in writing, the report should
indicate that it is intended solely for the information and use of the audit
committee or the board of directors and, if appropriate, management, and
is not intended to be and should not be used by anyone other than these
specified parties.
Auditor's Judgments About the Quality of the Entity's Accounting
Principles
11. In connection with each SEC engagement (see paragraph
.01) the auditor should discuss with the audit committee the
auditor's judgments about the quality, not just the acceptability, of
the entity's accounting principles as applied in its financial
reporting. Since the primary responsibility for establishing an
entity's accounting principles rests with management, the
discussion generally would include management as an active
participant. The discussion should include such matters as the
consistency of application of the entity's accounting policies and
the clarity, consistency, and completeness of the entity's accounting
information contained in the financial statements and related
disclosures. The discussion should also include items that have a
significant impact on the representational faithfulness, verifiability,
neutrality, and consistency of the accounting information included
in the financial statements. Examples of items that may have such
impact are the following:
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•
•
•
•

Selection of new or changes to accounting policies
Estimates, judgments, and uncertainties
Unusual transactions
Accounting policies relating to significant financial
statement items, including the timing of transactions and
the period in which they are recorded

The discussion should be tailored to the entity's specific
circumstances, including accounting applications and practices not
explicitly addressed in the accounting literature, for example, those
that may be unique to an industry. Objective criteria have not been
developed to aid in the consistent evaluation of the quality of an
entity's accounting measurements and disclosures. Given this lack
of objective criteria and to facilitate an open and frank discussion,
the auditor's judgments should not be communicated in writing.4 As
a result, the auditor need only document in the working papers that
the discussion has taken place, the date of the discussion, and the
participants.
2. This amendment is effective for audits of financial statements for periods ending on or
after December 15, 2000. Earlier application is permitted.

4

The auditor may wish to review the minutes, if any, prepared by the audit committee that covers
this subject to determine whether any written record is consistent with the auditor's understanding
of the discussion.
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Part 2
Amendment to Statement on Auditing Standards No. 71, Interim Financial
Information (AICPA, Professional Standards, vol. 1, AU sec. 722)
3. This amendment revises SAS No. 71 (AU sec. 722.25) and includes a new paragraph
(AU sec. 722.26) to reflect recommendation number 10 of the Blue Ribbon Committee
on Improving the Effectiveness of Corporate Audit Committees. It requires auditors of
SEC clients to attempt to discuss with audit committees the matters described in SAS
No. 61 prior to the filing of the Form 10-Q or, if applicable, prior to a public
announcement of interim information. The new language is shown in boldface italics;
deleted language is shown by strikethrough. [AU sec. 722.26-.44 is renumbered
722.27-.45.]
.25 In performing the procedures in paragraphs .13 through .19,
the accountant also should consider whether any of the matters described
in section 380, Communications With Audit Committees, as they relate to
the interim financial information, have been identified. If such matters
have been identified, the accountant should be communicated them to
the audit committee or be satisfied, through discussions with the
audit committee, that such matters have been communicated to the
audit committee by management. For instance, the accountant should
determine that the audit committee is informed about the process used by
management in formulating particularly sensitive accounting estimates or
about a change in a significant accounting policy affecting the interim
financial information.
.26 When the accountant has conducted the review prior to
the entity's filing of the interim financial information with a
regulatory agency (such as the SEC), he or she should attempt to
make such communications with the audit committee, or at least its
chairman, and a representative of financial management prior to
such filing. If the entity intends to release interim
financial
information in a public announcement prior to such filing, the
accountant should attempt to make such communications prior to
such public announcement. If such communications are not made
prior to the public announcement or filing, as applicable, they
should be made as soon as practicable in the circumstances.
4. This amendment is effective for reviews of interim financial information for interim
periods in fiscal years ending on or after December 15, 2000. Earlier application is
permitted.
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